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SUBJECT: Manufacturers’ |Investnent Credit/Extends to Electric Power Generation

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of bill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALY SISOF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUMVARY OF BILL

This bill would nodify the Manufacturers’ Investnment Credit (MC) to include

t axpayers engaged in businesses relating to fossil fuel electric power
generation. The business activities of these taxpayers are described in North
American Industry C assification System (NAICS) Manual Code 221112.

SUMVARY OF AMENDMENT

The April 3, 2000, anendnents reinserted the limted carryover provision that the
bill as introduced woul d have renoved and replaced it with the provisions

di scussed in this anal ysis.

The department’s analysis of the bill as introduced no | onger applies.

EFFECTI VE DATE

As a tax levy, this bill would becone effective innmedi ately upon enactnent. The
bill specifies that it would apply to taxable or incone years begi nning on or
after January 1, 2000.

LEG SLATI VE H STORY

SB 1920 woul d add busi nesses relating to “other” electric power generation to the
M C. These businesses are described in NAICS Code 221119.

AB 2461 woul d add business relating to certain electric power production to the
M C. These businesses are described in Standard Industrial d assificati on Manual
(SIC) Code 4911.
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SPECI FI C FI NDI NGS

Existing state law allows qualified taxpayers a manufacturers’ investnent credit
equal to 6% of the anobunt paid or incurred after January 1, 1994, for qualified
property that is placed in service in California.

For purposes of the MC, a qualified taxpayer is any taxpayer engaged in
manuf acturing and certain related activities described in specified codes in the
SIC Manual. Qualified property is any of the foll ow ng:

1) Tangi bl e personal property that is defined in Section 1245(a) of the
Internal Revenue Code (I RC) and used primarily:

@ for manufacturing, processing, refining, fabricating or recycling of
property;

@ for research and devel opnent;

@ for the maintenance, repair, neasurenment, or testing of otherw se
qual i fied property; or

@ for pollution control which nmeets or exceeds state or |oca

st andar ds.

2) The value of any capitalized |abor costs directly allocable to the
construction or nodification of the property listed in #1 above or for
speci al purpose buildings and foundations listed in #3 bel ow

3) Special purpose buildings and foundations that are an integral part of
specified activities.

For taxpayers engaged in conputer progranm ng and conputer software rel ated
activities, qualified property includes conputers and conputer periphera

equi pnent used primarily for the devel opnment and manufacture of prepackaged
software, and the value of any capitalized | abor costs directly allocable to such

property.

The M C provides a variety of special rules for costs paid pursuant to a binding
contract and | eased property. The credit may be carried over until exhausted,
for a maxi mum of eight years. For small businesses, this carryover period is
extended to ten years. The taxpayer nust recapture any credit previously all owed
if the property is renoved from California, disposed of to an unrelated party or
converted to an unauthorized use within one year fromthe date the property is
first placed in service in California.

This bill would nodify the definition of qualified taxpayer to include businesses
relating to fossil fuel electric power generation. These businesses are
descri bed in NAI CS Manual Code 221112, as foll ows:

Establ i shments primarily engaged in operating fossil fuel powered electric
power generation facilities. These facilities use fossil fuels, such as
coal, oil, or gas, in internal conbustion or conbustion turbine conventional
steam process to produce electric energy. The electric energy produced in
these establishnents is provided to electric power transm ssion systens or
to electric power distribution systens.
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This bill would nodify the definition of qualified property to include tangible

personal property, and capitalized | abor costs for constructing such property,
used by the taxpayer in fossil fuel electric power generation businesses. In
addition, qualified property would include special purpose buildings and

foundations, including capitalized | abor costs for constructing such buildings or

foundations, for taxpayers engaged in fossil fuel electric power generation
activities.

This bill also would nodify the definition of “manufacturing” to include the
generation of electricity.

Pol i cy Consi derati ons

This bill would benefit transactions for which binding contracts already
exi st and would not be Ilimted to benefit only future busi ness deci sions.
Contracts in electric power generation transactions entered into after

January 1, 1994, but prior to enactnment of this bill, would qualify for the
credit.
This bill would expand the definition of manufacturing to include the

generation of electricity. As a result, taxpayers who qualify for the MC
under existing law could claimthe MC for auxiliary activities that satisfy
this expanded definition of manufacturing. For exanple, assune a

manuf acturing plant that includes on its prenmi ses a co-generation facility

t hat produces electricity to run the manufacturing line. Under current |aw,
this co-generation facility is properly treated as an auxiliary
establ i shnment under the SIC Manual and is assigned the same SIC Code as the
manuf acturing activity. However, since the generation of electricity is not
a qualified activity for M C purposes under existing law, the costs
attributable to the co-generation facility would not qualify for the MC
However, such activities would qualify under the manufacturing definition
provided by this bill.

| npl enent ati on Consi derati ons

Impl ementing this bill would require some changes to existing tax fornms and
instructions and i nformation systens, which could be acconplished during the
departnent’'s normal annual update.

It is unclear under current | aw whether electricity constitutes "tangible
personal property" so that the general manufacturing process definitions
under the statute are applicable. It may be advisable to provide a specific
definition of the manufacturing process for electricity to determ ne the

poi nts at which the manufacturing process begins and when the property has
been altered into its conpleted formto avoid di sputes between taxpayers and
t he departnent.

Techni cal Consi der ati ons

Amendments 1 through 4 would renove the phrase “the act adding this
subdi vision” and insert the correct citation for the specific | aws that
changed the MC
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FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The revenue inpact of this bill, under the assunptions discussed below, is
estimated to be as foll ows:

Revenue | npact of AB 2596
as anmended 04/03/ 2000
For Taxabl e/l ncome Years Begi nning 1/1/2000
Assunmed Enactnent After 6/30/2000
Fi scal Years
(In MI1ions)
2000- 01 2001- 02 2002- 03
-$4 - $6 - $7

Thi s anal ysis, does not consider the possible changes in enpl oynent,
personal income, or gross state product that could result fromthis
pr oposal

Tax Revenue Di scussi on

The revenue inpact of this credit would depend on the anmount of qualified
costs incurred and the tax liability of qualified taxpayers.

Qualified costs were estimated froman U S. Census Bureau survey of capital
expenditures by the industries in SIC codes 4911, 4931 for 1997. Qualified
costs were then factored down to reflect NAICS Code 221112, which is an

i ndustry subgroup of the above SIC codes. The 1997 nunbers were grown to
approxi mate 2000 and beyond. The credit use rates, taken fromthe

m crosimul ati on nodel of California tax returns, were then applied to derive
the aggregate credit use. The fiscal year cash flow patterns are based on
our anal ysis of how manufacturers adjusted their tax paynents to reflect the
reduction in liability resulting fromthe current law MC

This estimate does not include | osses resulting fromaqualified taxpayers as
defined under current |aw that m ght receive additional credit for
activities that would qualify under the definition of manufacturing provided
by this bill. Such |osses cannot be quantified since the taxpayers engaged
in the production of electricity, but whose primary business is
manuf act uri ng, cannot be identified.

BOARD PCSI TI ON

Pendi ng.
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845- 6979

Patrick Kusi ak

FRANCH SE TAX BOARD S
PROPOSED AMENDMVENTS TO AB 2596
As Anended April 3, 2000

AMENDMENT 1

On page 15, nodify lines 11 and 12 as foll ows:

(j) The amendments nmade by theaet—addingthis subdivision Chapter 954 of
the Statutes of 1996 shall be operative for taxable years beginning
AVENDMENT 2
On page 15, nodify lines 15 and 16 as foll ows:
(k) The amendments nmade by theaet—addingthissubdivision Chapter 323 of
the Statutes of 1998 shall be operative for taxable years beginning
AVENDMENT 3
On page 28, nodify lines 23 and 24 as foll ows:
(j) The amendments nmade by theaet—addingthissubdivision Chapter 954 of
the Statutes of 1996 shall be operative for inconme years begi nning
AVENDVENT 4
On page 28, nodify lines 27 and 28 as foll ows:
(k) The amendments nmade by theaet—addingthis subdivision Chapter 323 of
the Statutes of 1998 shall be operative for inconme years begi nning




